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According to Lenny Glynn in a recent article published in INSTITUTIONAL INVESTOR ("Taking
the hit on LDC Debt," July 1987), Citibank's May 19 announcement of huge loss reserves changed
the rules of the third world "debt game" for the duration. Citibank moved $3 billion from earnings
and equity into a loan loss reserve for third world debt, thereby resulting in the largest loss in
banking history: $2.5 billion in second quarter 1987, and Citibank's first annual loss since the
Depression. Competitors quickly responded: Chase Manhattan added $1.6 billion to its loan loss
reserve; Security Pacific, $500 million; Bank of Boston, $300 million. Eventually, Bank of America
put aside $1.1 billion; Manufacturers Hanover Trust, $1.7 billion; National Westminster Bank,
Britain's biggest, was the first foreign money center bank to respond by setting aside $760 million.
Citibank will lose an expected $1 billion this year, and its book value after the May announcement
dropped from $61 to $45 per share. Chase Manhattan expects to lose a record $850 million in 1987.
Bank of America expects two years of heavy losses, and Manufacturers Hanover, more than $1
billion this year. Since then, a "Citicorp standard" for the industry has been recognized: reserves
enough to cover 100% of nonperforming loans outside the developing world, and 25% of total third
world exposure. Compared to US banks at the time, Swiss, French and German banks were wellinsulated from financial shocks. They started to make provisions for third world debt as long ago as
1983, and in some cases setting aside as much as 50% of the risky loans. Next, the bulk of the Latin
American debt is denominated in dollars and thus has dropped steadily as a percentage of their
capital base as the US dollar dropped from its March 1985 peak. In contrast, Britain's clearing banks
are heavily exposed. Some British banks would register losses if they tried to meet the Citibank
standard and put aside additional reserves. Japanese banks have been required to set aside about
5% of their exposures to a list of 36 troubled sovereign debtors, and they have also benefitted from
the weakness of the US dollar. Nonetheless, they remain less well-insulated than the European
banks, and are likely to pressure the Ministry of Finance for more generous tax breaks for setting
aside reserves. At present, only one-fifth of the reserves are deductible. In March, 28 Japanese banks
set up JBA Investments, an offshore factoring company, based in the Cayman Islands. With startup capital of only $84,000, JBA buys the banks' third world loans at a discount, paying with its own
paper. The company then sells the LDC debt in the secondary market and uses the proceeds to
service its own obligations. Some observers expected JBA to eventually absorb the bulk of Japanese
banks' estimated $44.4 billion in loans to debtor nations that have undegone restructurings. As of
July, however, the JBA appears to be little more than a tax-dodge instrument into which its bank
owner-shareholders can transfer their third world loans, booking the shift as if it were a transaction
and using the resulting "loss" to cut taxes. Next, member banks have not been able to agree on
proper discounts for any loans except those to the Mexican public sector the only debt all 28 banks
hold in common. JBA has absorbed an estimated $820 million in Mexican loans for about 58% of
their face value the secondary market price for the credits. Glynn points out that economists at the
International Monetary Fund and the OECD recently downgraded estimates of global output gains
to between 2 and 2.5% this year. A 3.5% growth rates is considered necessary to enable third world
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debtors to stay current. As debt payments increased, so too, has the northward flow of resources
from Latin American countries. After the debt crisis was "introduced" in 1982, the NET capital
flow from Latin America is as follows: 1983, $9 billion; 1984, $44 billion; 1985, $38 billion; $16 billion,
1986. Salomon Brothers' chief economist Henry Kaufman estimates the net capital flow from Latin
America to the US in 1987 at $26 billion. Latin America's net resource transfer abroad has averaged
about 4% of GDP annually far higher than Weimar Germany's 2.5% per year in reparations after
WWI, which proved catastrophic. LDC loan profitability has declined since the rollback to the
LIBOR of high fees and risk spreads. Spreads of 2% or more were reduced in Mexico's case, to
0.8125% and fees were being waived. Profits on international operations for the seven largest US
banks, which had climbed from 22% of total earnings in 1970 to 60% on the eve of the debt crisis
in 1982, had dropped back to 30% and lower by 1985. Between 40% and 55% of Citibank's net loan
charge-offs from 1982 to 1985 came in the third world market, mostly from loans to private firms
in restructurings. Overall, US banks have written off an estimated $7 billion in third world debt,
according to the Comptroller of the Currency.
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